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SUMMARY

In this investigationtheCommissionhasaskedNECAto provideinformationthat will

allow it to determinewhethertherevisedratesNECAfiled in July 2004,are unjustand

unreasonablein violation ofSection201 oftheAct becausethemethodologyNECAusesis

flawed andresultsin consistentoverearnings,andbecauseNECAhasfailedto makeamid-term

correctionin thoseratesto avoidovereamingsfor the2003-2004reviewperiod. The

Commissionalsosoughtinformationrelevantto NECA’s chargesandtariff provisionsfor

entrancefacilities.

Ratherthanprovidingtheinformationrequestedby theDesignationOrder, NECA

repeatedlyassertsthatthe informationtheCommissionseeksis irrelevantandthatthe

Commissionlacksjurisdictionovercertainissues.NECA’s claims arewrong. Theinformation

theCommissionseeksaboutpast-periodforecastsandresultsis clearlyrelevantto determining

whetherthereis asystemicbiasin NECA’s methodologythatis likely to resultin unreasonably

highratesandovereamingsfor the2003-2004reviewperiod. This is preciselythetypeof

inquirythe Commissionconductedin reviewingthe 1997AnnualAccessFiling, asdescribedin

its BFPOrder, andit isclearlyrelevantandlawful. Likewise,theCommission’sinquiry into

entrancefacilities is squarelywithin its authorityunderSections204(a)and205 oftheAct.

NECA, unfortunately,hasfailedto providemuchofthe informationthattheCommission

needsto dispeltheconcernsthatNECA’s methodologyis flawed. NECA’s failureto come

forwardwith informationin its possessionandcontrolthatis highly relevantto thecentralissue

in this investigationgives riseto an adverseinferencethat the informationit hasfailedto provide



would notsupportits case,but rather,would confirm theotherrecordevidencewhichshowsthat

NECAwill continueto overearnunlawfullyunlessits ratesareadjusted.

Indeed,NECAreadilyconcedesthatit hasbeenconsistentlyoverearning,basedondata

filed in its final Forms492, which arethelegally controllingmeasureof whetherearningsare

excessive,AT&T hasconductedfurtheranalysesusingNECA’s own data,which showsthat

evenwith theadjustmentsNECA proposes,it would continueto overearn.Accordingly,the

CommissionshoulddirectNECA to refile its rateswith amid-courseadjustmentandcorrection

of its biasedforecastssothatearningsfor the2003-2004measuringperioddo not exceedthe

authorizedreturn.
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)

July 1,2004 )
AnnualAccessChargeTariff Filings )

)

WC DocketNo. 04-372

OPPOSITION OF AT&T CORP. TO DIRECT CASE

Pursuantto theCommission’sOrder,DA-04-3020, releasedSeptember20, 2004,’

AT&T Corp. (“AT&T”) submitsthis Oppositionto theDirect CaseofNationalExchange

CarrierAssociation,Inc. (“NECA”).

I. NECA’s LEGAL OBJECTIONS TO THE SCOPE OF THIS INVESTIGATION
ARE WITHOUT MERIT.

NECAposesseveralthresholdlegal objectionsto thescopeofthis investigation.

First,NECA repeatedlyassertsthatthe informationthe Commissionhasrequestedasto

NECA’ sprior tariff filings is “irrelevant” to the2004filings underinvestigationhere

becauseit pertainsto prior historicalperiods.2 Second,NECA claimsthatthe lawfulness

of its entrancefacility chargesandtariff is beyondthescopeof this investigationbecause

Section204(a)oftheAct only authorizedtheCommissionto investigate“new” or

“revised” tariff chargesandprovisions,andthesetariff ratesandprovisionswerenot

1 OrderDesignatingIssuesfor Investigation,July 1, 2004AnnualAccessChargeTariff Filings,
WC DocketNo. 04-372, DA 04-3020 (releasedSeptember20, 2004)(“DesignationOrder”).
2 Direct Caseat 1,2 andn. 4, 3, 5,6,29.



changedbythe currentfiling.3 NECA urgesthatfor thesereasons,this investigation

shouldbe terminated.4BothofNECA’s claimsarewithout merit.

NECA’s claim thatthehistoricaldatatheCommissionhasrequested(only a

fractionofwhichNECA hasprovided)are“irrelevant” to adeterminationofthe

lawfulnessof its July 2004ratesis simplywrong. NECA’ s argumentis basedon a

mischaracterizationofthepurposefor which theCommissionhasrequestedthis

information. Contraryto NECA’s assertions,theDesignationOrderdoesnot statethat

prospectiverateswill be setto refundpriorperiodoverearnings,or indicatethatit will

makesomeimpermissibleuseofthesedata,asNECA speculates.5Rather,asthe

DesignationOrder @ara.5) explains,theCommissionis concernedthattherate

developmentmethodologythatNECAhasusedin settingits July 2004ratesmaybe

flawedandproduceaccessratesthatareunjustorunreasonable.TheDesignationOrder

furtherexplains(paras.‘11-13) thattheCommissionis trying to determinewhether

NECA’ s 2004ratesareactuallytargetedto realizean 11.25percentreturnandwhether

therate-of-returnreportsNECA currentlyfiles serveasreliableindicationsofwhetheror

notratesarejust andreasonable.While NECAhasassertedthatits actualreturnsare

lower thanthoseshownin its final reportsto the Commission— which showconsistent

overearnings— it hasnotprovideddatato supportthatassertion. Id., para.12. Only

NECAhastherelevantdatathattheCommissionneedsto determinewhetherthereported

overeamings,orNECA’s unsupportedprotestationsto thecontrary,areaccurate,Id.,

~Direct Caseat 1-2,23-24andn.34,28-29.

~Direct Caseat 1-2.

~See,e.g., Direct Caseat 6, n. 18.
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para.3. Indeed,if NECA’s protestationsweretrue,it shouldwelcometheopportunityto

showthat its reportedearningsareoverstatedandtherebysatisfytheCommission’s

legitimate concernsasto the level of its July 2004rates.

NECA makesno showingthattheuseofhistoricaldatafor thepurposeof

determiningwhetherthereis asystemicbiasthat maycauseits newly filedratesto be

inflated is somehowunlawful. To thecontrary,suchuseofpast-perioddatais supported

bothby pastCommissionprecedentandcommonsense.

Thetypeof analysistheCommissionis undertakinghereis preciselythe same

kind of analysisit undertookin 1997whenit suspendedmultiple interstateaccesstariffs

wherestatisticalanalysisof pastperioddatashowedthattheprojectionsusedin those

tariffs to setprospectiverateswerelikely to be inaccurate.In theMatter of1997Annual

AccessTariffFilings, 13 FCCRed.3815 (1997)(“BFP Order”). TheCommission

analyzedthedifferencebetweentheLECs’ 1997-98forecastsfor theirper-linebasefactor

portion(BFP) revenuerequirementandthereportedactualper-lineBFPrevenue

requirementsfor eachyearbetweenthetariff years1991-92and 1996-97to seeif there

appearedadownwardbiasin theforecasts.TheCommissionthenconductedstatistical

analysesto determinethelikelihoodoftheseresultsoccurringby chanceandwhetherthe

resultswerestatisticallysignificant.(Id.) Basedon this analysis,theCommission

concludedthat six LECs hademployedforecaststhatreflectedaconsistentdownward

biasandorderedchangesin themethodologyusedin settingthe 1997-98rates. The

Commission’sactionsheresimilarly look to pastperioddatato testthevalidity ofthe

methodusedto setcurrentperiodratesandarethusfully consistentwith well-established

practiceandlawful undertheAct.
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It alsomakeseminentlygoodsense.If aparticularmethodologyhasprovento

generatedemonstrablyincorrectresultsin thepast,it would befoolishto blindly follow

that samepracticein thefuturewithoutfixing theflaws. Thatis all the Commissionis

undertakingto do here. Hence,NECA’s objectionto theuseofpast-perioddatafor this

purposeis unfounded.

NECA alsoclaimsthat theCommissionlacksauthorityunderSection204(a)to

investigatethe languagein Section6.l.3(A)(1)ofNECA’s Tariff F.C.C.No. 5, pertaining

to entrancefacilities. Theshortanddispositiveanswerto this claimis thatthe

DesignationOrder (paras.1 and30)makesclearthatthe investigationofthis tariff

provisionis beingconductedpursuantto Section205 oftheAct, not Section204(a).

Section205 is not limited to neworchangedmatter,butauthorizes“the Commissionon

its own initiative” to investigate“anycharge,classification,regulationorpractice” andto

prescribe“just, fair andreasonable”regulations.TheCommissionclearlyhasauthorityto

investigateexisting ratesandregulationsunderSection205, soNECA’s assertionis

unfounded.

NECA’ sclaim asto the Commission’slackof authorityunderSection204(a)is

alsounfoundedwith respectto Issue2 -- whetherNECA’s entrancefacility charges

includeinappropriatedemandprojections.6 In its tariff filing, NECA in fact increasedits

entrancefacility rates. SeeTransmittalNo. 1030,
28

th Revisedpage17-10.1. The

Commissionis investigatingwhetherthedemandprojectionsusedin settingthese

changedratesis appropriateor includesservicesthat werenot orderedorprovided.

6DesignationOrder, para.24.
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This investigationthusfalls squarelywithin theCommission’sSection204(a)authority.

NECA’s claim (at22-23),thatthe“real issue”is neverthelessthe lawfulnessoftheterms

andconditionsin Section6.1.3 (A)(1) ofTariff 5, is simplyanincorrectassertionthatis

notsupportedby thefacts. But evenif thatwerethe“real issue”, asNECA claims,the

Commissionhascited its authorityunderSection205 to conductthat investigationandit

is indisputablethattheCommission’sSection205 authorityis not limited to newor

changedmatterandhenceencompassesthis issue.

II. THE ADDITIONAL DATA SUBMITTED BY NECA ARE INADEQUATE,
DO NOT COMPLY WITH THE DESIGNATION ORDER AND, IN ALL
EVENTS, FAIL TO ESTABLISH THAT ITS PROPOSEDRATES ARE
JUST AND REASONABLE.

TheDesignationOrder (para. 13) notesthat, “Reliabledataareessentialto the

Commission’sability to conducttariff reviewsandinvestigationsto enforceits rate-of-return

prescriptionandto ensurejust andreasonablerates.” Thereafter,it specifiesin theensuing

tenparagraphs,with greatspecificity,the informationit requiresto properlyassessthelawfulness

ofNECA’s proposedrates. Specifically,theCommissionsoughtabetterunderstandingof

NECA’ s internalpracticeof allowing its membersto true-upits costs15 monthsafterits pooled

earningswere filed with theCommissionas“final” FCC492reports. TheCommissionwanted

to determinehowthesepost-September2004adjustmentscouldmaterially“affect theassignment

of costsbetweenthefederalandstatejurisdictionsandwhetheronly onecategoryor several

5



categoriesofaccessratesareaffected”7andhow thesechangesimpactthefinal outcomeof the

FCC492 reportsfiled in September.

Ratherthanprovidingthe Commissionwith thedatait needs,an inordinateportionof

NECA’s Direct Caseis consumedwith arguingthatthe informationtheCommissionseeksis

irrelevantand shouldnothavebeenrequestedin thefirst place.8 And, ratherthancomplyingto

thefull extentof its ability with theCommission’srequest,NECA hasprovidedonly afractionof

the informationthat it wasdirectedto produce.NECA’s inability to provideoneor two

particularitemsmightbeoverlooked,but its overall compliancewith theDesignationOrder is so

poorthatit fails to providetheCommissionwith thedatait hasindicatedit needsto conductthis

investigation. This leavestheCommissionno alternativebut to find NECA’s ratesunlawful and

prescribejust andreasonableratesbasedon the datathat areactuallyon therecord.

For example,theCommissionsoughtfrom NECAspecificmaterialadjustmentsthat

NECAmadesubsequentto thedatait filed in September.9Ratherthancomplywith the

Commission’srequest,NECAproceedsto explainthatthesetypesof adjustments“typically

representonly approximately10%oftotal adjustmentsin any givenyearandwouldnotprovidea

meaningfuldisplayofmaterialadjustments.”°Andyet, theperiodbetweenthesubmissionof

thefinal Form492 in Septemberto theendofthefollowing Decemberis preciselythe periodthat

theCommissionmustfully investigateto understandhow adjustmentsmadeduringthis time

periodcaninfluencetheforecastingmethodologyto theextentclaimedby NECA in its 2004

~DesignationOrder, para.20.
8 See,e.g.,Direct Caseat 1, 2 andn.4, 3, 5, 6, 29.

9Id. DesignationOrder, para.20.

10 Direct Caseat 18.

6



Annual Filing. TheCommissionneedsto understandhow 10%oftotal adjustmentscanproduce

resultssignificantly different from theresultsreportedin September.Instead,NECAhas

inundatedtheCommissionwith datarepresentingmaterialadjustmentsfrom the initial

submissionofcoststudiesprior to the final coststudiessupportingits SeptemberForm 492 data.

NECA ignoredtheCommission’srequestentirelythatthis “list ofadjustmentsshouldnot

includedatareflectingthesubmissionof the initial coststudyfor theyearin question.”1

Unfortunately,eventhesedataaresignificantly flawed.

TheCommissionaskedfor the largestindividual adjustmentsthatmadeup 80%ofthe

total true-ups.This informationwasprovidedon Exhibit 3A. However,ratherthanprovidethe

Commissionwith acompletepicture,NECAprovidedthe Commissionwith “individual data

adjustmentsthatreducedpoolearningsthemost.”12 Materialadjustmentsmustincludedata

adjustmentsthatnot only reducedpool earnings,but thatalsoincreasedpool earningsaswell.

NECA hasclearly failedto providethe Commissionwith unbiasedorreliabledatanecessaryfor

makinganinformedassessmentofNECA’s projectedcostsfiled for the2004-2005tariff period.

NECAwasalsoaskedto providetheCommissionwith explanationsoftheadjustments

madeeachyearbeginningwith 1993. It wasto provideexplanationsfor thedifferencesin the

amountsthatit reportedin its SeptemberForm492 andthefinal amounts,andto addresswhether

therewasanypatternevidentin thetrue-ups,thereasonsfor anysuchpattern,andwhetherany

suchpatterncouldbe expectedto recurin subsequentyears.’3 Insteadofprovidingthe

Commissiontheyearlyexplanationsit requested,NECA couldonlyprovidethe Commission

~ DesignationOrder, para.20.

12 Id., ConfidentialMaterial,Exhibit 3A, seeNote.

13 DesignationOrder, para. 16.
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with datafor the last24 monthsfoundonExhibit 3B. Unfortunately,theexplanationsdid not

containassociatedtrue-upamountsto tie thembackto Exhibit 3A that containedthe initial

settlement,final settlementanddifferences.While someexplanationsweremoredescriptive

than others,largeportionsof theexplanationsarenon-descriptive.Somecompaniesidentifiedas

making up 80%of thetrue-upsfoundin Exhibit 3A couldnotbefound onExhibit 3B containing

the explanations.AT&T couldnot find anydatathatwould allow the Commissionto determine

apatternfor apredictabledeclineasclaimedby NECA, evenin thebiasedsamplingprovided.

AT&T foundtheinformationinadequateandnothelpful.

NECA also failedto provideintrastatedata.14 Without the intrastatedata,whichthe

Commissionexpresslyrequested,theCommissionwill not be ableto ascertainwhether

reasonableassignments’ofcostsweremadeto theinterstatejurisdictionin thedevelopmentof

NECA’s ratesfor the2004-2005prospectiveperiod.

NECA, ftirthermore,did not fully addresstheCommission’sconcernwith the

inconsistencyfound in the requirementofa 12-monthtime-framefor true-upsofthe Interstate

CommonLine Supportandthe24-monthtrue-upprocessfor theNECApoois,as“both are

presumablybasedon thesameseparationsandcoststudies.”5 NECA concludesthatthe “cost

studiesarecompletedwithin 7 to 12 monthsfrom theendof year,consistentwith timeframesfor

“ SeeDirect Caseat 8. NECA’s entireexplanationfor failing to do sois that supposedlyit
“doesnot collectormaintainintrastateearningsmonitoringdataandcannotrespondto this
portionoftheDesignationOrder.” This dismissiveexplanationis implausibleon its face,but at
thevery leastcalls for someamplificationratherthanacavalierdisregardoftheCommission’s
request.

‘~DesignatedOrder, para.23.
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ICLS true-ups.”6 Thisbeingthecase,if theICLS true-upscanbe completedwithin a 12-month

time frame,why can’tthesame12-monthtime-frameapplyfor theNECApool true-ups?

It is well-establishedlaw thatanadverseinferencemaybedrawnwhenaninterestedparty

fails to cooperateby not actingto thebestof its ability to comply with an agency’srequestfor

information.’7 NECA’s failure to providevastamountsoftherequestedinformationthat is in its

possessionandcontrolgivesriseto aninferencethatthe informationit hasfailedto produce

wouldnot supportits claims,butratherwould furtherconfirmtheotherrecordevidencethat

showsit hasconsistentlyoverearnedandwill continueto do sounlessits ratesareadjusted.’8

In all events,evenNECAacknowledges(Direct Caseat 4) thatits earnings,as

measuredby its duly filed final Forms492, haveconsistentlyexceededits authorized

return. NECA, however,claimsthatits earningsshouldnot be assessedon thebasisof

thedatain its final Forms492, but ratheron thebasisofthe laterresultsit calculates

aftera24-monthtrue-upprocess.Direct Caseat 9-10. NECA, however,providesno

16 Direct Caseat22.

‘7In theMatterofJamesA.Kay, Jr., 13 F.C.C.Red. 16,369 [para.11] (1998); citing Ribandov.
SilhoutteOptical, Ltd., 871 F. Supp.675, 678 (S.D. N.Y. 1994); Davisv. NorthsideRealty
Associates,Inc., 95 F.R.D. 39, 45 (N.D. GA. 1982).Seealso, NoticeofFinal Determinationof
Salesat Lessthan Fair Value; StainlessSteelRoundWirefromSpain,64 FR 17323 (April 9,
1999).
‘8NECA (Direct Caseat 8) also complainsthattheCommissionhasfailed to requestfrom

NECA informationaboutthe“processandproceduresactuallyusedbyNECA to forecastcosts
anddemandand to calculateproposedrates.” Thiscomplaintmakesno sense.Presumablythe
Commissiondid not requestthis databecauseit hassufficientinformationasto NECA’s actual
methodologiesandis not satisfiedthattheyjustify thefiled rates. In all events,NECAshould
havejustified its ratesin its initial filing, butnothingpreventsit from submittinganyinformation
it deemsrelevantto the lawfulnessof its rates,evenif theCommissionhasnot specifically
requestedit here.

9



legal supportfor its bareassertionthatthe lawfulnessof its earningsshouldbe

consideredon thebasisofthe24-monthtrued-upresultsratherthanthefinal Forms492.

TheCommission’srulesmakeclearthatthefinal Form 492, filed by

September30th oftheyearfollowing thetwo-yearmeasuringperiodis the legally

controllingmeasureof whetherornot earningsareexcessive.Section65.600(b) ofthe

Commission’srules,47 C.F.R § 65.600(b),statesthat: “Final adjustmentsto the

enforcementperiodreportshallbemadeby September30 oftheyearfollowing the

enforcementperiodto ensurethat anyrefundscanbe properlyreflectedin anannual

accessfiling.” And Section65.701oftheCommission’srules,47 C.F.R. § 65.701,

specifiesthat, “For bothexchangeandinterexchangecarrierssubjectto thispart,

interstateearningsshallbemeasuredover atwo-yearperiodto determinecompliance

with themaximumallowablerateof return.” Hence,thedatasubmittedon NECA’s

Forms492 arelegallycontrolling.

But evenif theCommissiongivescredenceto theNECAdata,thosedatastill fail

to showthatNECAhasnot consistentlyoverearned.In its Petition(at 2-3 and

Exhibit A) AT&T, usingtheofficial rateofreturnForms492 filed by NECAover 10

periods,showedthatNECA’s earningswereconsistentlyin excessof 11.25%and

determinedthattherewasa systematic,statisticallysignificant,differencebetweenthe

targetedreturnthat reliesonNECAprojectionsandtheactualreturnthatNECAreports.

In short,AT&T showedthatNECA’s forecasterrorsarenot theresultofrandomerror.19

19 Direct Caseat 10-14. NECAdoesnotethat its 2003 datawould notbeascompleteasprior
years. It appearsthatthe 2003resultwill be moreaccurateafterit is trued-upin the

4
th quarterof

2004.
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NECAdoesnot evenattemptto refutetheanalysisAT&T submittedwith its Petition.

Rather,NECA hasprovideddatathatit believesshould containmostofthetrue-upsfor

Local SwitchingSupport(LSS)andfor revisionsto NECAparticipantcoststudies.

Without concedingtheappropriatenessofNECA’s adjustments,AT&T has

conductedasimilar analysisto thatprovidedin its Petitionusing theadjustments

submittedby NECA. As AT&T demonstratesin AttachmentA, evenusing these

adjustedearningsdata,theresultsindicatethatNECA’s accessrateprojectionsstill

produceresultsthatarebiased,andthatthereis ahigh statisticallikelihoodthattherates

will be excessive.See’AttachmentA.

III. NECA SHOULD BE REQUIRED TO MAKE MID-COURSE
ADJUSTMENTS TO ITS RATES TO ACCOUNT FOR THE
SUBSTANTIAL OVEREARNINGS THAT THIS INVESTIGATION
CONFIRMS.

As AT&T showedin its Petitionto rejector suspendtheNECAtariff filing, and

astheCommissionrecognizedin its DesignationOrder (para. 11), themonitoringreports

filed by NECA for theperiodendingDecember31, 2003,which constitutethefirst year

ofthecurrent2003-2004monitoringperiod,showthatNECA achievedreturnsthat

substantiallyexceedtheCommission-prescribed11.25%rate-of-return.As the

Commissionstated:

“Absentcompellingreasonsfor forecastingsignificantchangesin costsor
demandgoing forward,wewouldhaveexpectedNECAto reduceits ratesby
approximately10 percent,ratherthanto increasethemby approximately3.8
percent,in theJuly 1, 2004annualaccesstariff filing in orderto targetan 11.25
percentrateof return.”DesignationOrder (para.11).
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Thedataproducedin this investigationconfirm thatNECA shouldbe requiredto make

downwardadjustmentsto its ratesfor the2004periodto bring its overall returnsfor the

2003-2004periodwithin therangeof 11.25%.

As AT&T’s Petition(at 6-7)explained,small variationsin therate-of-return

LECs’ earningsfrom theCommission-prescribedlevel areto be expecteddueto,among

otherthings,forecasterrorsandchangesin marketplaceconditions. But largevariations

showthattheLECs’ dataareunreliable,andrequirecorrectionandthatis preciselywhy

theCommissionrequiresinterimmonitoringreports. As explainedbytheCommission:

“Rate-of-returncarriersestimatetheircostsofprovidingexchangeaccess
servicesandprojecttheirdemandfor suchservices.Theythenfile tariffs
containingtheratesfor theiraccessservicesthattheybelievereflects,giventheir
estimatesofcostsanddemand,will resultin earningswithin theprescribedrateof
returnatthe endofthetwo yearmonitoringperiod. During thecourseofthetwo-
yearperiod,rate’ofreturncarriersmustreviewhowtheiractual costsanddemand
calculationscompareto their earlierprojections,andmakerate adjustments,if
necessary,to ensurethattheydo notexceedtheirprescribedrateofreturn.”20

The investigationconfirmstheneedfor a mid-courseadjustmentandcorrectionof

thebiasin NECA’s forecasts.TheCommissionshoulddirectNECAto refile its rates

accordinglyorprescriberatesthatreflect theappropriateadjustments,sothatearningsfor

the2003-2004measuringperioddo not exceedtheauthorizedreturn.

20 theMatter ofGeneralCommunicationsInc., Complainant,v. AlaskaCommunications,Inc.

andAlaskaCommunicationsSystems,Inc. d/b/aATUTelecommunicationsATU
Telecommunicationsd/b/aAnchorageTelephoneUtility, EB-00-MD-016, MemorandumOpinion
andOrder,16 FCCRed. 2834,¶ 5 (2001) (“GCI v. ACS”) (emphasisadded);seeIn theMatterof
AmendmentofPart 65, InterstateRateofReturnPrescription:ProceduresandMethodologiesto
EstablishReportingRequirements,Reportand Order, 1 FCCRed.952, 954, ¶ 10 (1986).
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CONCLUSION

Forthereasonsstatedabove,the CommissionshouldrequireNECAto adjustits

ratessothat theyareproperlytargetedto earnattheduly authorizedrateofreturnforthe

2003-2004periodofreview.

Respectfullysubmitted,

AT&T Corp.

By: Is! Mart Vaarsi
Leonard3. Cali
Lawrence3. Lafaro
JudySello
Mart Vaarsi
AT&T Corp.
Room3A215
OneAT&T Way
Bedminster,NJ07921
(908)234-6519
Attorneysfor AT&T Corp.

October22,2004
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Attachment A

Statistical ProcessesUsedto Testfor Bias in NECA Projections

AT&T conductedthreeanalysesoftherelationshipbetweenNECA’s projected

ratesof return andNECA’ s actualrateofreturnusingthetraffic sensitive(switched)rate

ofreturndataNECAprovidedin its Direct CaseExhibit 2’. Theseanalyses,outlined

below indicatethattheNECAratedevelopmentprocessconsistentlyproducesratesof

returnthatexceedthetargetedrateof return.

AT&T first graphedthedifferencesbetweenthe projectedannualrateofreturn

andthemostrecentfinal rateofreturnreportedby NECAon its DirectCaseExhibit 2 for

theInterstateTraffic Sensitive(SW) Category.2 A simplevisual look atthe dataclearly

indicatesthatNECA consistentlygeneratedreturnsthat exceed11.25%.(SeeExhibit A-

1, attached).This visual testis also usedto determinewhetheradditionalstatisticaltests

arenecessary.Theadditionaltestsoutlinedbelow, testwhetherit is likely that NECA’s

projectedrevenuerequirementwould consistentlyachievereturnsgreaterthan11.25%.

Thefirst testis intendedto evaluatewhetherNECA’s rateof returnprojections

areunbiased.An unbiasedratedevelopmentprocesswould be expectedto produce

returnsthatarebothaboveandbelowthetargetreturn,which is 11.25%. This initial test

evaluatesthelikelihood that a setofforecastswould beexpectedto consistentlyexceed

orunderestimateanactuallevel. NECA hasunderforecastits switchedrateofreturn

‘NECA DirectCase-WCDocketNo. 04-372,filed October12, 2004.Exhibit 2.
2 NECA DirectCase-WCDocketNo. 04-372,filed October12, 2004.Exhibit 2. The datafor yearspriorto

2001 are labeledby NECA asthe“Final” resultfor the specificyear. Forexample,thereturnusedfor the
yearending 1999 is foundundertheTraffic-Sensitive(SW)Rateof ReturnColumnon the line labeled
“Final 1999 Amounts”and is 12.72%. Foryearsafter2001 thedatais takenfrom theline labeled “Most
Recent” for theyearin question. To illustrative,the2003 returntakenfrom the Traffic-Sensitive(SW)
Rateof ReturnColumnon the line labeled“Most Recent2003 Amounts” is (15.142%).



overall of the 11 periodsfor which it providedTraffic Sensitive(SW) data. Thisresult

indicatesthatNECAproducedreturnsthatexceededthetargetratemoreyearsthan

chancewould reasonablyallow.3 Theprobabilitythata LEC would setits ratesto exceed

thetargetrate 11 periodsin arow is (~/2)t~~11. Theprobabilitythat anunbiasedprocess,

thatis, onethatwouldproduceratesof returnon theaverageat the 11.25%targetis only

(1/2)Al 1, or .049%asshownon Exhibit A-2.

To betterunderstandtheforecastbiasandto deriveanestimateoftheexpected

biasAT&T alsotestedthedifferenceofthe means.Specifically,AT&T lookedat the

differencesbetweentheactualratesof returnandthetargetedrate.In theabsenceofbias

thesedifferencesshouldnot statisticallydiffer from zero. Thetesthypothesisis that the

averagedifferencebetweentwo meansis zero.Thet-statisticcalculatedfrom thesample

datacanthenbecomparedto thecritical valueoftheonetailedt-distributionat, for

examplethe90%or 95%confidencelevels.4 If thecalculatedt-statisticexceedsa

~Forareviewof this test,commonlyreferredto as a signtest,consultabasicstatisticstext. In addition
thereare anumberof sourcesthat describetheteston theworld wide web.
~‘Thet-test is performedon thedifferencesbetweentheobservedratesofreturnandthetargetreturn,these
differencesare denotedd~.Theaverageofthe differences,D, andthenthestandarddeviationofthe
average,so, are found.The standarddeviationofthe averagedifferencesis foundby first calculatingthe
standarddeviationof thedifferences,

5d’~(d~D)I(fl1)

andthen calculatingthe correspondingstandarddeviationoftheaverageof thedifferences,so,

SD’Sd/’~fl

Thet-statisticis calculatedusingthe formula,This statisticis comparedto thestatisticalt-distributionwith
degreesof freedomequalto thenumberof observationminus 1.

t = D I SD

Thecalculatedvalueofthe statisticis thencomparedto the statisticalt-distribution with degreesof
freedomequalto thenumberof observationsminus 1. AT&T in this instancehascomparedthecalculated
t-statisticto the critical valueatthe95%level of confidence.



critical valuethenbiasis likely with theprobabilityoftheconfidenceinterval. As shown

in Exhibit A-2, thecalculatedvalueofthet-statisticexceedsthecritical valuesatthe

95%level ofconfidence.This indicatesthatNECAhasa systematicupwardbias in their

projectionprocess.

Thet-testsprovideaformal statisticalconfirmationofthevisualview thatNECA

consistentlydevelopsprojectedreturnsthatexceedtheauthorizedlevel. Furtherthet-test

alsostrengthenstheevidencetheresultingfrom thesimple teston thedirection(overor

under)of NECA’s projectedratesof return.



Exhibit A-iNECA Traffic Sensitive Rate..of.Return
(Direct Case Exhibit 2 data)
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Exhibit A-2
Projection Bias

NECA Rateof Return
Switched Access

Test 1 Test2

A
Company

B
# of

Observations

C
# of

Observations
<11.25%

D
Probability of
(# Observed
in Column C)

of Less<

11.25%

E
Average
Rateof
Return

F
Standard
Deviation

of the
Average
Rateof
Return

G
Calculated
t-statistic

H
Critical

t-statisticat
95%

Confidence
Level

I
Significant

Outlier

NECA 11 #‘zO 0.0488% 13.02% 0.011596 5.065026 1.812 Yes

NOTES: Column D is the probability that the numberof actualobservationswill be lessthan0.
NECA hasno observationlessthan 11.25the probability thatNECA would notobserveany returnlessthan
11.25%is given by theequation:

Pr(0 (I.e. No observations<0) = > (11”i )(0.5)A11 =1*(.5)A11 1/2048= 0.0004883,

Wherethe sumruns from i = 0 to 0.

Column E is the simpleaverageof aLECs rateof return. The averageis derivedby simply summingthe
SwitchedAccessreturnidentified for eachobservartionanddividing by the numberof observations.
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